Lecture 1. Nature of banking and financial intermediation
Learning objectives of the lecture

1.  What is financial intermediation?

2.  The role of banks?
3.  Asymmetric information in financial system

1. What is financial intermediation?

Financial intermediary is an institution such as a bank which core activity is collecting deposits and making loans. In other words, banks act as intermediaries between borrowers and savers, as illustrated in Figure 1.
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Figure 1. The intermediation function

By carrying out the intermediation function, banks collect surplus funds from savers and allocate them to those (both people and companies) with a deficit of funds (borrowers). In doing so, they channel funds from savers to borrowers, thereby increasing economic efficiency by promoting a better allocation of resources.
In order to understand financial intermediation more deeply, we should compare two ways of financing, direct finance and indirect finance. In direct finance, borrowers and savers do not need to banks to channel funds. Funds are transferred by financial markets in direct finance. Indirect finance, however, banks are core intermediary to transfer free funds from savers to borrowers. We can understand it in the figure below more easily.
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Figure 2. Ways of financing
As it can be clearly seen from the figure 2, funds are channeled through financial markets from savers to borrowers in direct finance. It is important to understand instruments of financial markets. Financial markets are made up people and firms to buy and sell two kinds of assets such as currencies and securities. We all know currency is a paper money which is accepted as medium of exchange such as US dollars. A security is a claim on some future flow of income. The most familiar kinds of securities are stocks and bonds.
Borrowing lending process is not easy in direct finance because the majority of lenders want to lend their assets for short periods of time and for the highest possible return. In contrast, the majority of borrower’s demand liabilities that are cheap and for long periods. Financial intermediaries can bridge the gap between borrowers and lenders and channel funds more efficiently. They do so by offering suppliers of funds safety and liquidity by using funds deposited for loans and investments. 
Financial intermediaries help minimize the costs associated with direct finance such as transaction costs which is related to the costs of searching for a counterparty to a financial transaction and the costs of obtaining information about them, the costs of negotiating the contract; the costs of monitoring the borrowers. There are more advantages of financial intermediation over direct finance because direct financing creates additional costs for borrowers and lenders as we mentioned above. 
The role of financial intermediation has now become more complex as financial intermediaries perform additional roles, such as brokerage services (i.e. buying and selling stocks and bonds for clients), leasing and factoring. banks also engaged in a wide process of securitization (i.e. the pooling and repackaging of illiquid financial assets into marketable securities), thus creating an extra layer of intermediation. 
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Figure 3. Modern financial intermediation.

When financial intermediaries hold claims issued by other financial intermediaries, then an extra layer of financial intermediation is created and it is called modern financial intermediation.
2. The role of banks in economy
Deposits have the characteristics of being small-size, low-risk and high-liquidity. Loans are larger size, higher risk and illiquid. Banks bridge the gap between the needs of lenders and borrowers by performing a transformation function. There are 3 transformation functions:
1. Size transformation

2. Maturity transformation

3. Risk transformation

In banking practice, all we know savers want to deposit smaller amount of money however borrowers require larger amount of money. Let me to give an example: if you want to save some amount of money you open savings account and put your money. If you want to buy a house you require loans from a bank. Now imagine the difference between money in your saving account and money you require to buy a house. Banks perform size transformation functions by collecting small amount of deposits and giving larger amount of loans to borrowers.
Next one is maturity transformation. Banks are active to transform short period of time deposits into long period of loans. For example, they convert demand deposits into residential mortgages.  

The last one is risk transformation. Borrowers have credit risk which they might not be able to repay the amount of money they borrowed. Banks can minimize loan risks by diversifying loan portfolio, pooling risks and monitoring borrowers. Also, banks make reserves for unexpected losses. Banks use tools and techniques to perform this risk transformation.

 3. Asymmetric information in financial
When financial markets work well, they channel funds from savers to investors, and they help people to reduce risk. But financial markets don’t always work well. Sometimes they break down, harming savers, investors, and the economy. One of the causes of the situation is asymmetric information in financial markets. Asymmetric information is a situation which one party in the transaction has more information than the other one. It usually occurs when the sellers of the security have more information than the buyers. 
There are two types of asymmetric, adverse selection and moral hazard. The picture below shows both of them.
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Let me to explain one by one each of them. Adverse selection means: securities of the firms which are more eager to make a transaction are the least desirable for the other parties on the transaction. In securities markets, a firm is most eager to issue stocks and bonds if the values of these securities are low. That is the case if the firm’s prospects are poor, which means that earnings on its stock are likely to be low and default risk on its bonds is high. Adverse selection is a problem for buyers of securities because they have less information than issuers about the securities’ value. Because of their relative ignorance, buyers run a risk of overpaying for securities that will probably produce low returns.
In order to make adverse selection clearer, I explain it with examples here. Imagine two investor Bob and Gary and one saver Leo Messi. Bob and Gary are going to develop a I-smell technology. Bob is more talented than Gary and he is a good organized person and has managerial skills. As all we know, Leo Messi is talented football player and he has much salary and saves some of his money. He is going to invest his money I-smell technology which are planned by two guys. Bob and Gary are going to finance project by selling securities to savers like Messi. The problem is here, Messi is good football player but does not understand i-smell technology and also, he does not have information which project will be successful. Messi does not know Bob and Gary and their talent. If he knew Bob is more talented than Gary, he would realize Bob’s stocks will produce more earnings and would already prefer to buy Bob’s stocks. But as I mentioned above, Messi does not have enough information about these investors.  Bob and Gary can understand their business they can evaluate value of their stocks.  They have more information than Messi. This information asymmetry produces adverse selection: Gary wants to issue more security than Bob because he knows his security is not worth so he sells his stocks to other people and keep little or none of them. On the other hand, Bob knows his shares are worth a lot so he wants to keep large amounts of shares for himself. 
The second asymmetric information problem in financial markets arises after a transaction has been made. Moral hazard is the risk that one party to a transaction will act in a way that harms the other party. Issuers of securities may take actions that reduce the value of those securities, harming their buyers. The buyers can’t prevent this because they lack information on the issuers’ behavior.
To illustrate moral hazard, let’s turn to the story, Bob and Messi. There is not adverse selection in this example because Bob is only one looking for funding 
( there is not Gary here). Messi knows Bob can produce great software and do want to buy his securities if he uses funds wisely for the development of I-smells as everybody expected.
What happens if Bob doesn’t do what he is supposed to do? Bob has skills to succeed but as a human being he faces temptations. He wants to pay more for himself and his friends. He wants to see nice expansive paintings on the wall in his office. He wants to eat in expansive restaurants and bars. 
If Bob keeps to these temptations, costs rise, productivity falls, and his firm is less profitable. I-smells could even go bankrupt. If Bob had financed his business with his own wealth, he would have incentives to work hard and cut costs. But there are not incentives because his business is financed by Messi, not Britt. If Messi buys bonds then it is, he who looses if profits are low. 
Asymmetric information underlies in this example of moral hazard. Messi doesn’t know about Bob’s business but he knows fickleness of human nature. Before buying a security, Messi can make a contract with Bob to spend money wisely but it doesn’t work because he lives on the other part of the city and can not see weather Bob keeping promise or not. Messi is busy with football matches so can not control everything so he refuses to buy securities. Bob can not finance investment even if he has a great idea for new product.
The story of Messi and Bob had a bad turn and financial markets can not channel funds from savers to borrowers. Bank arrives on the scene. Messi deposits his money in the bank and earn interest. The bank lends money to Bob for his investment. Funds are channeled efficiently not only for both people but also the economy. 
Banks help Messi and Bob by producing information and they reduce the problems of asymmetric information. Greater information reduces both adverse selection and moral hazard in transaction.  
Banks reduce adverse selection by screening potential borrowers. If both Bob and Gary want money, Messi can’t tell who has a better investment project. But a good banker can tell it. 
To combat moral hazard once a loan is made, banks include covenants in their loan contracts. A covenant is a statement about how the bank expects the borrower to behave, and it must be agreed on by both the bank and the borrower.
